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not already identified to the cus-
tomer’s purpose credit as the lender
would require if it held neither the pur-
pose loan nor the identified collateral.
This rule in §221.3(d)(4) also takes into
account that the lender would not nec-
essarily be required to hold collateral
for the nonpurpose credit if, consistent
with good faith banking practices, it
would normally make this kind of non-
purpose loan without collateral.

(c) The Board views §221.3(d)(4), when
read in conjunction with §221.3(c) and
(f), as requiring that whenever a lender
extends two credits to the same cus-
tomer, one a purpose credit and the
other nonpurpose, any margin stock
collateral must first be identified with
and attributed to the purpose loan by
taking into account the maximum loan
value of such collateral as prescribed
in §221.7 (the Supplement).

(d) The Board is further of the opin-
ion that under the foregoing cir-
cumstances Credit B would be indi-
rectly secured by stock, despite the
fact that there would be separate loan
agreements for both credits. This con-
clusion flows from the circumstance
that the lender would hold in its pos-
session stock collateral to which it
would have access with respect to Cred-
it B, despite any ostensible allocation
of such collateral to Credit A.

§221.121 Extension of credit in certain
stock option and stock purchase
plans.

Questions have been raised as to
whether certain stock option and stock
purchase plans involve extensions of
credit subject to this part when the
participant is free to cancel his partici-
pation at any time prior to full pay-
ment, but in the event of cancellation
the participant remains liable for dam-
ages. It thus appears that the partici-
pant has the opportunity to gain and
bears the risk of loss from the time the
transaction is executed and payment is
deferred. In some cases brought to the
Board’s attention damages are related
to the market price of the stock, but in
others, there may be no such relation-
ship. In either of these circumstances,
it is the Board’s view that such plans
involve extensions of credit. Accord-
ingly, where the security being pur-
chased is a margin security and the
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credit is secured, directly or indirectly,
by any margin security, the creditor
must register and the credit must con-
form with either the regular margin re-
quirements of §221.3(a) or the special
“plan-lender’” provisions set forth in
§221.4, whichever is applicable. This as-
sumes, of course, that the amount of
credit extended is such that the cred-
itor is subject to the registration re-
quirements of §221.3(b).

§221.122 Applicability of margin re-
quirements to credit in connection
with Insurance Premium Funding
Programs.

(a) The Board has been asked numer-
ous questions regarding purpose credit
in connection with insurance premium
funding programs. The inquiries are in-
cluded in a set of guidelines in the for-
mat of questions and answers. (The
guidelines are available pursuant to
the Board’s Rules Regarding Avail-
ability of Information, 12 CFR part
261.) A glossary of terms customarily
used in connection with insurance pre-
mium funding credit activities is in-
cluded in the guidelines. Under a typ-
ical insurance premium funding pro-
gram, a borrower acquires mutual fund
shares for cash, or takes fund shares
which he already owns, and then uses
the loan value (currently 50 percent as
set by the Board) to buy insurance.
Usually, a funding company (the
issuer) will sell both the fund shares
and the insurance through either inde-
pendent broker/dealers or subsidiaries
or affiliates of the issuer. A typical
plan may run for 10 or 15 years with an-
nual insurance premiums due. To illus-
trate, assuming an annual insurance
premium of $300, the participant is re-
quired to put up mutual fund shares
equivalent to 250 percent of the pre-
mium or $600 ($600 x 50 percent loan
value equals $300 the amount of the in-
surance premium which is also the
amount of the credit extended).

(b) The guidelines referenced in para-
graph (a) of this section also:

(1) Clarify an earlier 1969 Board inter-
pretation to show that the public offer-
ing price of mutual fund shares (which
includes the front load, or sales com-
mission) may be used as a measure of
their current market value when the
shares serve as collateral on a purpose
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credit throughout the day of the pur-
chase of the fund shares; and

(2) Relax a 1965 Board position in con-
nection with accepting purpose state-
ments by mail.

(c) It is the Board’s view that when it
is clearly established that a purpose
statement supports a purpose credit
then such statement executed by the
borrower may be accepted by mail, pro-
vided it is received and also executed
by the lender before the credit is ex-
tended.

§221.123 Combined credit for exer-
cising employee stock options and
paying income taxes incurred as a
result of such exercise.

(a) Section 221.4(a) and (b), which
provides special treatment for credit
extended under employee stock option
plans, was designed to encourage their
use in recognition of their value in giv-
ing an employee a proprietary interest
in the business. Taking a position that
might discourage the exercise of op-
tions because of tax complications
would conflict with the purpose of
§221.4(a) and (b).

(b) Accordingly, the Board has con-
cluded that the combined loans for the
exercise of the option and the payment
of the taxes in connection therewith
under plans complying with §221.4(a)(2)
may be regarded as purpose credit with-
in the meaning of §221.2.

§221.124 Purchase of debt securities
to finance corporate takeovers.

(a) Petitions have been filed with the
Board raising questions as to whether
the margin requirements in this part
apply to two types of corporate acqui-
sitions in which debt securities are
issued to finance the acquisition of
margin stock of a target company.

(b) In the first situation, the acquir-
ing company, Company A, controls a
shell corporation that would make a
tender offer for the stock of Company
B, which is margin stock (as defined in
§221.2). The shell corporation has vir-
tually no operations, has no significant
business function other than to acquire
and hold the stock of Company B, and
has substantially no assets other than
the margin stock to be acquired. To fi-
nance the tender offer, the shell cor-
poration would issue debt securities
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which, by their terms, would be unse-
cured. If the tender offer is successful,
the shell corporation would seek to
merge with Company B. However, the
tender offer seeks to acquire fewer
shares of Company B than is necessary
under state law to effect a short form
merger with Company B, which could
be consummated without the approval
of shareholders or the board of direc-
tors of Company B.

(c) The purchase of the debt securi-
ties issued by the shell corporation to
finance the acquisition clearly involves
purpose credit (as defined in §221.2). In
addition, such debt securities would be
purchased only by sophisticated inves-
tors in very large minimum denomina-
tions, so that the purchasers may be
lenders for purposes of this part. See
§221.3(b). Since the debt securities con-
tain no direct security agreement in-
volving the margin stock, applicability
of the lending restrictions of this part
turns on whether the arrangement con-
stitutes an extension of credit that is
secured indirectly by margin stock.

(d) As the Board has recognized, indi-
rect security can encompass a wide va-
riety of arrangements between lenders
and borrowers with respect to margin
stock collateral that serve to protect
the lenders’ interest in assuring that a
credit is repaid where the lenders do
not have a conventional direct security
interest in the collateral. See §221.124.
However, credit is not ‘‘indirectly se-
cured’”’ by margin stock if the lender in
good faith has not relied on the margin
stock as collateral extending or main-
taining credit. See §221.2.

(e) The Board is of the view that, in
the situation described in paragraph (b)
of this section, the debt securities
would be presumed to be indirectly se-
cured by the margin stock to be ac-
quired by the shell acquisition vehicle.
The staff has previously expressed the
view that nominally unsecured credit
extended to an investment company, a
substantial portion of whose assets
consist of margin stock, is indirectly
secured by the margin stock. See Fed-
eral Reserve Regulatory Service 55—
917.12. (See 12 CFR 261.10(f) for informa-
tion on how to obtain Board publica-
tions.) This opinion notes that the in-
vestment company has substantially
no assets other than margin stock to



